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INTRODUCTION

This pamphlet describes provisions of H.R. 3805 (the Technical
Corrections Act of 1983), introduced by Chairman Rostenkowski on
August 4, 1983. The bill contains technical revisions to the Tax
Equity and Fiscal Responsibility Act of 1982 (Public Law 97-248),
the Subchapter S Revision Act of 1982 (Public Law 97-354), the
Highway Revenue Act of 1982 (Public Law 97-424), the Social Secu-
rity Amendments of 1983 (Public Law 98-21), and certain other leg-
islation. The Committee on Ways and Means has scheduled a
public hearing on the bill on September 22, 1983.

The technical amendments made by the Technical Corrections
Act of 1983 are intended to clarify and conform various provisions
adopted by the acts listed above. The bill is based on a review by
the staffs of the Joint Committee on Taxation and the Committee
on Ways and Means, taking into account the comments submitted
to the Congress that concerned changes that would be technical in
nature. The bill was developed with the assistance of the Treasury
Department, the Social Security Administration, and the Health
Care Financing Administration.

Part I of the pamphlet is the description of the provisions of the
bill. The bill is organized in four titles: Title I—technical correc-
tions to the tax provisions of the Tax Equity and Fiscal Responsi-
bility Act of 1982; Title Il—technical corrections to the Subchapter
S Revision Act of 1982 and certain other tax legislation enacted in
1982; Title III—technical corrections to the Highway Revenue Act
of 1982; and Title [V—technical corrections to the Social Security
Amendments of 1983 and related legislation. Amendments in the
bill for which no descriptions are provided are clerical in nature.
Finally, Part II of the pamphlet presents the overall revenue effect
of the bill.
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1. DESCRIPTION OF THE BILL

A. Technical Corrections to the Tax Provisions of the Tax Equity
and Fiscal Responsibility Act of 1982

(Title I of the Bill)

1. Alternative minimum tax (sec. 101(a) of the bill and secs. 55-58
of the Code)

TEFRA! added several new tax preferences and made certain
other modifications to the individual alternative minimum tax.
This tax is computed at a 20-percent rate and is payable to the
extent it exceeds the taxpayer’s regular tax. Regular tax generally
means the taxpayer’s income tax liability reduced by nonrefund-
able credits. TEFRA also generally allowed individuals to elect to
take ACRS deductions and the investment tax credit with respect
to intangible drilling costs.

In order that a taxpayer may not avoid recapture of investment
tax credit on disposition of investment credit property by reason of
being subject to the alternative minimum tax, the bill would clarify
that the amount of investment credit recapture is not included in
the taxpayer’s regular tax for purposes of computing alternative
minimum liability. As a result, the recapture tax would be a liabili-
{;y in addition to the taxpayer’s alternative minimum tax and regu-
ar tax.

Also, the bill would provide that the election to take ACRS de-
ductions and the investment credit in lieu of expensing intangible
drilling costs would not be available with respect to oil, gas and
geothermal wells which are not located in the United States, since
the investment credit is generally not allowable for property used
outside the United States.

2. Casualty loss deduction (sec. 101(c) of the bill and sec. 165 of
the Code)

TEFRA provided that the itemized deduction for nonbusiness cas-
ualty and theft losses is allowed only to the extent the losses
exceed 10 percent of the taxpayer’s adjusted gross income. In deter-
mining adjusted gross income, the deduction for capital gain (under
sec. 1202) is allowed. Where a taxpayer’s recognized gains from cer-
tain involuntary conversions or other casualty losses are in excess
of the recognized losses for those transactions for a taxable year,
the taxpayer’s capital gains deduction for that year, and therefore
his or her adjusted gross income, may depend on the amount of
casualty loss which is allowable as a deduction (sec. 1231). Thus, in
certain circumstances, the computation of the casualty loss deduc-

! The Tax Equity and Fiscal Responsibility Act of 1982 (P.L. 97-248).
(&3]
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tion may not be mathematically determinable because of the inter-
relationship with the adjusted gross income determination.

In order to break this circular computation, the bill would pro-
vide that adjusted gross income, for purposes of computing the 10-
percent floor for the casualty loss deduction, is determined without
regard to the application of section 1231 to gain or loss from invol-
untary conversions arising from casualty or theft.

3. Corporate minimum tax (sec. 102(a) of the bill and sec. 291 of
the Code)

TEFRA provided a 15-percent cutback in certain corporate tax
preferences. These preferences include section 1250 recapture on
real estate, mining exploration and development costs, interest in-
curred by financial institutions to carry certain tax-exempt obliga-
tions, and intangible drilling costs of integrated oil companies.

The bill would provide that the additional gain recognized as or-
dinary income on the disposition of section 1250 property under the
cutback provision is treated, for all purposes of the Code (such as
sections 170, 341, 453B and 751), in the same manner as other sec-
tion 1250 gain. Since the investment tax credit is generally not al-
lowed for property used outside the United States, the bill would
provide that no investment credit is allowed for mineral explora-
tion and development costs with respect to mineral deposits located
outside the United States. The bill would clarify that, for purposes
of applying the preference cutback with respect to interest of finan-
cial institutions used to carry tax-exempt bonds, amounts paid in
respect of deposits, investment certificates, or withdrawable or re-
purchased shares are treated as interest, whether or not designated
as interest. Finally, the bill would clarify the language providing
for the 36-month amortization of drilling and mining costs which
are otherwise disallowed by the section.

4. Investment tax credit basis adjustment (sec. 102(b) of the bill
and sec. 48(q) of the Code)

TEFRA provided a basis adjustment for property with respect to
which the investment tax credit is allowed. The bill would clarify
that the basis in a partnership or S corporation is adjusted to re-
flect adjustments to the basis of partnership or S corporation prop-
erty where investment credits are either allowed or recaptured.
The subsequent reduction of ACRS deductions by reason of the ad-
Jjustment to the basis of the assets required by TEFRA results in a
subsequent lesser reduction in the basis of the partnership interest
or S corporation stock.

5. Construction period interest and taxes (sec. 102(c) of the bill
and sec. 189 of the Code)

TEFRA provided that corporations must capitalize construction
" period interest and taxes with respect to nonresidential real prop-
erty. The bill would clarify that construction period interest and
taxes with respect to dwelling units in a cooperative housing corpo-
ration (as defined in sec. 216) is exempt from the capitalization re-
quirement, since that property is residential property.
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6. Partial liquidations (sec. 102(e) of the bill and sec. 543 of the
Code)

TEFRA provided that distributions to corporate shareholders in
a partial liquidation are excluded from the definition of personal
holding company income notwithstanding that they otherwise con-
stitute dividends under the revised treatment of partial liquida-
tions.

In order to treat all dividends in the same manner, the bill
would delete this exclusion so that dividends otherwise constituting
personal holding company income will be so treated notwithstand-
ing that they are made in a partial liquidation of the distributing
corporation.

7. Distribution of appreciated property in redemption of stock
(sec. 102(f) of the bill and sec. 311 of the Code)

Generally, distributions of appreciated property in redemption of
a corporation’s stock result in recognition of gain to the distribut-
ing corporation. TEFRA excepts from the recognition requirement
distributions in partial liquidations and certain distributions of
stock or obligations of a controlled corporation if made with respect
to qualified stock. Qualified stock is stock held by a noncorporate
shareholder who has held at least a 10-percent interest in the dis-
tributing corporation for 5 years prior to the distribution (or such
lesser period as the distributing corporation or its predecessor ex-
isted). The treatment of distributions made to pass-through entities
is not entirely clear under the language of TEFRA.

The bill would amend the rules relating to qualified stock to pro-
vide that, in determining whether the definition of qualified stock
is satisfied, distributions to pass-through entities (S corporations,
partnerships, trusts, and estates) will be treated as if made directly
to the shareholders, partners, or beneficiaries in proportion to their
respective interests in the entity. Thus, for example, a distribution
to a partnership would not qualify as a distribution with respect to
qualified stock to the extent that interests in the partnership are
owned by corporations. Further, distributions would not qualify to
the extent of an interest in the partnership held by any person
whose interest is less than 10 percent, unless stock attributable to
such interest when combined with other stock held actually or con-
structively by such person satisfies the 10-percent requirement.
Further, regardless of how long the partnership held the stock in
the distributing corporation, the distribution would not satisfy the
holding period requirement to the extent it is attributable to a
partner whose interest in the partnership was acquired within 5
years (or within such shorter period as the distributing corporation
or its predecessor existed) prior to the distribution. Where, howev-
er, the stock was contributed to the partnership by the partner, the
combined period of ownership by the partner and the partnership
would constitute the holding period applicable to the partner.
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8. Treatment of certain stock purchases (sec. 102(g) of the bill and
sec. 338 of the Code)

a. Definition of purchase for treating certain stock purchases
as asset acquisitions

A corporation making a qualified stock purchase may treat the
acquisition as if the assets of the acquired corporation were pur-
chased. Prior to TEFRA, this treatment applied only if the ac-
quired corporation was liquidated. Under the TEFRA revision of
prior law, if the purchasing corporation elects such treatment, the
acquired corporation is treated as a new corporation which pur-
chased the assets as of the beginning of the day after the date the
qualified stock purchase was completed. Generally, the election
may be made only if 80 percent or more of the stock (other than
certain nonvoting preferred stock) of the acquired corporation is
purchased within a 12-month period.

Stock owned by the acquired corporation in a third corporation is
treated as purchased by the acquiring corporation if, as a result of
the purchase of stock of the acquired corporation, the acquiring
corporation is treated as constructively owning stock in such third
corporation. When a corporation (the first corporation) purchases
80 percent of the qualifying stock of another corporation (the
second corporation) which in turn owns 80 percent of the stock of a
third corporation, the first corporation has not made a qualified
stock purchase of the third corporation because it is treated as
having purchased only 64 percent (80 percent of 80 percent) of the
qualifying stock of such third corporation. However, if an election
is made with respect to the qualified stock purchase of the second
corporation, the second corporation will be treated as a new corpo-
ration which has purchased 80 percent of the third corporation’s
stock. It is not clear whether such deemed purchase is a qualified
stock purchase which enables the second corporation to make an
election with respect to the third corporation.

The bill generally would conform the definition of purchase to
the definition of prior law (section 334(b)(2)). Under the bill, a pur-
chasing corporation would not be treated as having purchased
stock in a third corporation which it constructively owns as a
result of purchasing the stock in another (the second) corporation.
Instead, if a qualified stock purchase and election are made with
respect to the second corporation, the deemed purchase of the third
corporation’s stock will (if it satisfies the 80-percent ownership re-
quirement) be treated as a qualified stock purchase permitting an
election by the second corporation, or deeming an election to be
made under certain consistency of treatment requirements, with
respect to the third corporation.

Generally, under the bill, an election may be made only by a cor-
poration which has made a direct acquisition by purchase of stock
satisfying the 80-percent ownership requirement. For this purpose,
stock acquired (including stock acquired in a carryover basis trans-
action after a qualified stock purchase and election with respect to
the transferor) from a related corporation, in a transaction which
otherwise satisfies the “purchase” requirement, will be treated as
purchased if at least 50 percent in value of the stock of the related
corporation was acquired by purchase. A corporation is related if
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stock owned by it is owned by the acquiring corporation. The 12-
month acquisition period within which a qualified stock purchase
must be made commences, under the bill, not later than the date
on which an acquiring corporation first constructively owns stock
(other than through ownership of an option) acquired from a relat-
ed corporation.

b. Limitation on nonrecognition of gain or loss in certain
stock purchases treated as asset acquisitions

When an election results in treating an acquired corporation as
having sold its assets, gain or loss is not recognized on such con-
structive sale to the same extent as gain or loss would not be recog-
nized under the rules applicable to an actual sale of assets by, and
liquidation of, the acquired corporation (under sec. 337). However,
where less than all the stock of such corporation is owned by the
acquiring corporation, the portion of the gain or loss not recognized
is limited to the highest percentage by value of the acquired corpo-
ration’s stock owned by the acquiring corporation during the 1-year
period commencing with the date the qualified stock purchase is
completed (the acquisition date). Nonrecognition treatment is not
so limited if the acquired corporation is liquidated during such 1-
year period. Nonrecognition is limited in lieu of imposing a share-
holder tax on minority shareholders not disposing of their stock.

Under the bill, the highest percentage of stock held by the ac-
quiring corporation, for purposes of limiting nonrecognition of gain
or loss, would be determined by counting increases in its stock own-
ership after the acquisition date only to the extent such increases
are attributable to purchases, or to redemptions by the target cor-
poration to which section 802(a) applies. Further, under the bill,
the exception to nonrecognition treatment for liquidations during
the one-year period is not available if the liquidation is one to
which sec. 333 applies. These restrictions are intended to limit non-
recognition of gain or loss to the acquired corporation resulting
from transactions after the acquisition date to cases in which stock
?.eld by minority shareholders was disposed of in taxable transac-
ions.

¢. Purchases by more than one member of an affiliated group
in connection with certain stock purchases treated as
asset acquisitions

If there is both a direct purchase of assets and a qualified stock
purchase from the same affiliated group, except as otherwise pro-
vided there is a deemed election to treat the stock purchase as a
sale and purchase of assets by the acquired corporation. Similarly,
if two or more qualified stock purchases are made from the same
affiliated group, an election of, or failure to elect, asset sale treat-
ment must be consistently applied to all the acquisitions. In apply-
ing these rules, an acquisition of assets or stock by a member of
the same affiliated group as the purchasing corporation is treated
as made by the purchasing corporation.

The bill would clarify that the aggregation of acquisitions of
assets or stock by members of the purchasing corporation’s affili-
ated group is intended to apply only for purposes of the provisions
requiring consistency of treatment where assets and stock are pur-



8

chased, or multiple stock purchases are made, from the same affili-
ated group. In applying the consistency rules, it is not necessary
that the 80-percent purchase requirement be satisfied by one
member. However, outside the consistency rules, no qualified stock
purchase takes place where several members of an affiliated group
that does not file a consolidated return, in the aggregate purchase
the required 80 percent of an acquired corporation’s outstanding
stock but no one member separately satisfies the 80-percent pur-
chase requirement.

d. Nonrecognition treatment on the sale or exchange of prop-
erty in connection with certain stock purchases treated as
asset acquisitions

Gain or loss is not recognized by a corporation on the sale or ex-
change of property after the adoption of a plan of complete liquida-
tion pursuant to which its assets are all distributed within 12
months (sec. 337). Under TEFRA, these nonrecognition rules appl
to the constructive sale and purchase of an acquired corporation’s
assets resulting from a qualified stock purchase and election. It is
not clear, under present law, whether nonrecognition treatment ap-
plies to the asset sales when there is a qualified stock purchase and
election with respect to an acquired corporation which has sold
some of its property following adoption of a plan of liquidation.

Under the bill, if within 12 months preceding the acquisition
date of a qualified stock purchase with respect to which an election
is made, the acquired corporation adopted a plan of complete liqui-
dation which was not rescinded as of such date, the nonrecognition
rules of section 337 would apply to actual sales by the acquired cor-
poration as though it had actually distributed all its assets in liqui-
dation on the acquisition date. The same percentage of gain or loss
would be recognized to the acquired corporation with respect to
these sales as would be recognized on the deemed sale of its re-
maining assets resulting from the election. The sale of stock and
the deemed distribution would have the same effect as an actual
distribution in complete liquidation in applying the provisions pro-
viding exclusion from collapsible corporation treatment with re-
spect to sales and exchanges and distributions by the acquired cor-
poration (secs. 341(e)(1), (e)2) and (e)(4)) and the use of the install-
z%%r(xﬁ))method by shareholders of the acquired corporation (sec.

e. Fair market value as deemed sale price in certain stock
purchases treated as asset acquisitions

Under TEFRA, the price at which an acquired corporation’s
assets are treated as sold and purchased when an election is made
with respect to a qualified stock purchase is the basis of the pur-
chasing corporation’s stock in the acquired corporation on the ac-
quisition date, properly adjusted for liabilities and other items. For
this purpose, the purchasing corporation’s basis, if it owns less
than 100 percent of the acquired corporation’s stock, is “grossed
up” to reflect 100-percent ownership. The price paid for the stock
of the acquired corporation may be less than the fair market value
of its assets to take account, for example, of tax liability resulting
from the application of recapture provisions to the deemed pur-
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chase and sale of assets. Further, a qualified stock purchase and
election may be made notwithstanding that a substantial portion of
the value of an acquired corporation is attributable to a class of
preferred stock not acquired as part of the qualified stock pur-
chase. The recapture provisions and certain other taxable conse-
quences were applied with reference to the fair market value of an
acquired corporation’s assets under the provisions applicable prior
to TEFRA when a purchase and liquidation of a subsidiary corpora-
tion was treated as a purchase of its assets. It is not clear in all
cases that a comparable result can be obtained under the adjusted
stock basis formula prescribed under TEFRA for determining the
deemed purchase price of the acquired corporation’s assets.

Under the bill, in order to provide recapture and other taxable
treatment comparable to that applicable when a purchased subsidi-
ary was liquidated under prior law, the deemed sale price of the
acquired corporation’s assets would be their fair market value as of
the acquisition date. The basis of the assets is their fair market
value reduced by unrealized appreciation in the stock of the ac-
quired corporation held by the acquiring corporation on the acqui-
sition date. Such unrealized appreciation is the excess of the fair
market value over the aggregate bases of such stock.

f. Period for making election in connection with certain stock
purchases treated as asset acquisitions

An election following a qualified stock purchase must be made,
except as regulations provide otherwise, within 75 days after the
acquisition date.

Under the bill, the election may be made not later than the fif-
teenth day of the ninth month following the month in which the
acquisition date occurs, except as regulations provide otherwise.

72 ey ge )

g. Treatment of certain for tax

poses

Generally on a complete liquidation of a controlled subsidiary,
the acquiring corporation succeeds to its tax attributes, including
carryover items. Prior to TEFRA, when an acquired subsidiary cor-
poration was liquidated pursuant to a plan of liquidation adopted
within two years following a qualifying purchase of the subsidiary’s
stock, the transaction was treated as a purchase of the subsidiary’s
assets and its net operating loss and other carryforward items and
other tax attributes were terminated.

Under the TEFRA revision of prior law, the treatment of a quali-
fied stock purchase as an asset acquisition applies on the acquisi-
tion date without liquidating the acquired corporation if an elec-
tion to so treat the purchase is made by the purchasing corpora-
tion. If no election is made, the acquired corporation may be imme-
diately liquidated following its acquisition and the acquiring corpo-
ration will succeed to its tax attributes. When control of a corpora-
tion is acquired, or a corporation acquires from another corporation
not controlled by the acquiring corporation or its shareholders
property with a carryover basis, carryovers and other tax benefits
may be disallowed if the principal purpose of the acquisition is tax
avoidance or evasion. The application of this disallowance provision

pur-
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in not clear when a purchased corporation with unexpired carryfor-
ward items is liquidated into the acquiring corporation.

The bill would provide an explicit rule to authorize the disallow-
ance of carryover and other tax benefits when a subsidiary corpora-
tion, acquired in a qualified stock purchase with respect to which
an election of asset acquisition treatment is not made, is liquidated
pursuant to a plan adopted within two years of the acquisition date
and the principal purpose of the liquidation is tax avoidance or
evasion. Further, as in Treas. reg. sec. 1.269-3(b)(1), it is expected
that the Treasury regulations will provide that, in the absence of
evidence to the contrary, this situation is ordinarily indicative that
the principal purpose of the liquidation is tax avoidance.

9. Treatment of certain holding companies (sec. 102(h) of the bill
and secs. 304 and 306 of the Code)

a. Amount ing a divid
through related corporations

If one or more shareholders with 50 percent or greater stock
ownership in one corporation transfer stock of that corporation to
another corporation in which they have 50 percent or greater con-
trol in exchange for property, the transaction is treated as a divi-
dend to the shareholders if it would be so treated by applying the
redemption provisions (sec. 302) with reference to the ownership of
the corporation whose stock is surrendered in the transaction.
Under the TEFRA revision of these provisions, the determination
of the amount which is a dividend is made as if the property were
distributed from the issuing corporation to the acquiring corpora-
tion and then from the acquiring corporation to the shareholder.

This rule was intended to provide dividend treatment for proper-
ty received by shareholders fo the extent of the aggregate earnings
and profits of both the acquiring corporation and the corporation
whose stock is acquired in the transaction. However, its application
is unclear because, for example, the amount treated as distributed
to corporate shareholders is limited with reference to the distribut-
ing corporation’s basis in the distributed property but is not so lim-
ited for shareholders who are not corporations.

In order to clarify the application of the rule adopted by TEFRA,
the bill would provide that the amount which is a dividend shall be
determined as if the property were distributed by the acquiring
corporation to the extent of its earnings and profits and then by
the corporation whose stock is acquired (the issuing corporation).
The transaction would have no effect on the issuing corporation if
earnings and profits of the acquiring corporation equal or exceed
the amount treated as a distribution in the hands of the sharehold-
ers. If the distribution is in excess of the acquiring corporation’s
earnings and profits, the amount treated as distributed by the issu-
ing corporation would not exceed the earnings and profits of such
corporation.

J

in certain redemptions

b. Coordination of redempti through related corporations
with provisi for nonr ition of gain or loss

Under present law, the exchange of stock in a 50 percent con-
trolled corporation for property from another 50 percent controlled
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corporation is treated as a stock redemption subject to dividend
treatment (under section 304). TEFRA provided that the provisions
relating to transfers to 80-percent controlled corporations would
generally not apply to the extent of the nonstock consideration dis-
tributed. However, the language also applies to exchanges governed
by the corporate reorganization provisions. Further, redemption
treatment was made inapplicable where the property received con-
sists of indebtedness assumed by the acquiring corporation or in-
debtedness to which the transferred stock is subject if such indebt-
edness (acquisition indebtedness) was incurred by the shareholder
to acquire the transferred stock. Redemption treatment was made
inapplicable even if the acquisition indebtedness was assumed in a
transaction to which the nonrecognition rules would not apply (one
in which the transferors own less than 80 percent of the acquiring
corporation). Finally, under TEFRA, stock redemption treatment
does not apply to certain minority shareholders who receive securi-
ties in an exchange in which stock in a bank is transferred to a
newly formed bank holding company provided those who receive
property in the exchange do not have control of the bank holding
company.

The bill would clarify that only the nonrecognition provision gov-
erning transfers to a corporation in which the shareholders have
80 percent control (sec. 351) would be made inapplicable to ex-
changes involving controlled corporations treated as redemptions.
Thus, where the reorganization provisions apply, including those
governing the treatment of exchanges by shareholders pursuant to
a plan of reorganization, the rules of section 304(a) providing treat-
ment as a stock redemption would not apply.

In order to prevent the “bail out” of earnings by purchasing
stock from a related party with borrowed funds and later transfer-
ring the stock to a related corporation with the acquisition debt as-
sumed, the bill would restrict the exclusion from the rules provid-
ing stock redemption treatment for acquisition indebtedness to
cases in which the indebtedness is incurred to purchase stock from
a person whose stock ownership is not attributable, under section
318(a), to the person transferring the stock to the acquiring corpo-
ration. Attribution resulting from ownership of an option is to be
ignored in applying this rule. Finally, the bill provides that where
the shareholders receive property consisting of the assumption of
acquisition indebtedness in a corporation in which their control is
between 50 and 80 percent, the transaction would be subject to re-
demption and possible dividend treatment under section 304(a).

The bill would clarify that the assumption by a bank holding
company of acquisition indebtedness will not be treated as property
received by shareholders in control of the bank holding company
for purposes of applying the rule excluding securities received by
minority shareholders from the stock redemption rules. Thus the
minority shareholders would not be subject to dividend treatment
on the receipt of the securities.

24-717 0 - 83 = 2
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¢. Modification of constructive ownership rules in applying
rules governing redemptions through use of related corpo-
rations

Under the constructive ownership rules, generally a shareholder
is treated as owning stock held by a corporation only if the share-
holder directly owns 50 percent or more in value of the stock of
such corporation and only in proportion to his ownership in the
corporation. Conversely, a corporation is generally treated as
owning all the stock that is held by persons who are 50 percent or
greater shareholders in the corporation. In applying the rules re-
quiring redemption treatment for exchanges of stock for property
involving commonly controlled corporations, these 50-percent
threshold limitations on attribution of ownership do not apply. As
a result, the stock redemption rules may apply when, for example,
a corporation sells stock of a subsidiary to a subsidiary of another
corporation if a person owns any stock in both the parent of the
purchasing corporation and the selling corporation, even though
such stock in each case is merely a portfolio investment. A conse-
quence of treating the transaction under the stock redemption
rules is that, under those rules, the transferred stock is treated as
a contribution to the capital of the acquiring corporation. Concern
has been expressed that this treatment precludes treatment of the
stock acquisition as a purchase, thus disqualifying it as a qualified
stock purchase for purposes of permitting elective asset acquisition
treatment by the acquiring corporation (under section 338).

The bill would provide a de minimis rule that constructive own-
ership would not apply to and from a corporation and a sharehold-
er owning less than 5 percent in value of the stock of the corpora-
tion, for purposes of determining whether or not control exists
under section 304.

d. Disposition of certain preferred stock

If, in lieu of the receipt of cash or other property, shareholders
who transfer stock in a controlled corporation to another controlled
corporation receive in exchange preferred stock in a transaction in
which gain or loss is not recognized, subsequent disposition of the
preferred stock may result in ordinary income to the shareholders,
if receipt of cash in lieu of stock would have been treated as a divi-
dend. The determination of the character of the hypothetical re-
ceipt of cash is made under the rules providing for stock redemp-
tion and possible dividend treatment when stock is sold to a com-
monly controlled corporation. This extension of the treatment gen-
erally applicable to preferred stock dividends to preferred stock re-
ceived in an exchange with a controlled corporation to which the
nonrecognition rules apply was adopted by TEFRA. However, the
preferred stock affected by this rule may be disposed of in a stock
redemption; whether ordinary income results from such redemp-
tion is determined by treating it solely as a distribution by the ac-
quiring corporation. The acquiring corporation may be a corpora-
tion newly formed or may have little or no earnings and profits so
that the distribution would not constitute a dividend.

The bill would provide that the dividend equivalence test applied
with respect to a hypothetical distribution of cash will be applica-
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ble at the time of redemption or other disposition of the preferred
stock (or stock whose basis is determined by reference to the basis
of the preferred stock) as well as at the time of its receipt. Under
this test, treatment of the redemption of the preferred stock as a
dividend to the shareholders will be determined with reference to
the earnings and profits of the corporation the stock of which was
acquired as well as the acquiring corporation.

10. Completed contract method of accounting (sec. 102(i) of the
bill and sec. 229 of TEFRA)

TEFRA directed the Treasury Department to modify the income
tax regulations relating to accounting for long-term contracts. Sub-
sequently, on March 14, 1983, the Treasury Department issued pro-
posed regulations in the Federal Register with respect to account-
ing for long-term contracts. Those regulations proposed waiving the
estimated tax payment penalties for underpayments caused by cer-
tain provisions of regulations.2 The bill would clarify that the
Treasury Department has the authority to waive the penalties as
proposed in the regulations.

11. Limitations on benefits and contributions under qualified
plans (sec. 103(a) of the bill and sec. 415 of the Code)

TEFRA generally reduced the overall limits on contributions and
benefits under qualified pension, etc., plans, tax-sheltered annuity
programs, and simplified employee pensions (SEPs) of private and
public employers.

The dollar limit on the annual addition under defined contribu-
tion plans was decreased under TEFRA from $45,475 to $30,000,
and the dollar limit on the annual benefit payable under defined
benefit plans was decreased from $136,425 to $90,000. In addition,
for participants covered by both a defined contribution plan and a
defined benefit plan of the same employer, the limit on the sum of
the fractions of the separate limit used by each plan was reduced
to the lesser of 1.25 (as applied only to the dollar limits) or 1.4 (as
applied to the percentage of compensation limits).

Under TEFRA, if retirement benefits provided by a qualified de-
fined benefit pension plan begin before age 62, the benefit general-
ly is reduced so that it is the actuarial equivalent of an annual
benefit of $90,000 beginning at age 62. Similarly, if retirement
benefits under a defined benefit plan begin after age 65, the benefit
may be increased so that it is the actuarial equivalent of an annual
benefit of $90,000 beginning at age 65.

The TEFRA provision reducing the limits on contributions and
benefits is generally effective for years ending after July 1, 1982.
For plans in existence on July 1, 1982, however, the provision is ef-
fective for years beginning after December 31, 1982. A special effec-
tive date was provided for plans maintained on the date of enact-
ment (September 3, 1982) pursuant to one or more collective bar-
gaining agreements between employee representatives and one or
more employers.

Special transition rules were applied in connection with the re-
duced limits. Under TEFRA, a participant’s current accrued bene-

2 Prop. Treas. reg. sec. 1.451-3(g)(5).
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fit under a defined benefit pension plan is not reduced merely be-
cause TEFRA reduced the dollar limits on benefits payable under
the plan. An individual’s current accrued benefit is the benefit ac-
rl:g%gd as of the close of the last year beginning before January 1,

In addition, TEFRA provided a special, elective transitional rule
for computing the defined contribution fraction in situations in
which the employer maintains both a defined contribution plan
and a defined benefit plan.

The bill would clarify that the actuarial adjustments required by
TEFRA for benefits paid prior to age 62 or after age 65 would be
?pplied to the benefit dollar limit ($90,000) rather than to the bene-
it

In the case of participants in collectively bargained plans in ex-
istence on the date of enactment, the bill would provide that the
current accrued benefit is the individual’s accrued benefit as of the
close of the last year beginning before the earlier of (1) the date on
which the last of the collective bargaining agreements terminates
or (2) January 1, 1986.

The bill would clarify that the special, elective transition rule for
computing the defined contribution plan fraction is available only
for plans that were in existence on or before July 1, 1982,

12. Loans to plan participants (sec. 103(b) of the bill and sec. 72
of the Code)

TEFRA provided that any amount received (directly or indirect-
ly) by a participant as a loan from (1) a qualified pension etc., plan,
(2) a governmental plan (whether or not a qualified plan), or (3) a
tax-sheltered annuity contract is treated as a distribution to the
participant unless certain requirements are met. For example, a
loan that, by its terms, must be repaid within five years generally
is not treated as a distribution if the amount of the loan, when
added to the outstanding loan balance (principal plus interest) with
respect to the employee under all plans of the employer, does not
exceed the lesser of (1) $50,000, or (2) 50 percent ofy the present
value of the employee’s nonforfeitable accrued benefit under such
plan (but not less than $10,000).

The TEFRA loan rules generally apply to loans made after
August 13, 1982. Under a special transifional rule, however, a
qualified refunding loan made after August 13, 1982, and before
August 14, 1983, generally is not treated as a distribution on the
date of the loan. A qualified refunding loan is a loan used to make
a required principal payment on a loan that was outstanding on
August 13, 1982, if that payment is required to be made before
August 14, 1988,

The bill would clarify that the 50-percent rule does not reduce
below $10,000 the amount of <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>